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According to US Federal Reserve Board chairman Paul Volcker debt relief proposals which request
creditor banks to write-off a portion of their loans to debtor nations would be very damaging in the
long run. While debt pardon could bring short-term benefits to debtor nations, reduced credit flows
in the future and the exacerbation of capital flight make this option a negative one in the long term.
Volcker's opinions on this matter were expressed in a letter to Sen. Bill Bradley (D-NJ).
The letter, dated Nov. 5, 1986, was released only this week, accompanied by an analysis by the
Board on the probable effects of four proposed debt relief programs on debtor nations. Bradley and
Rep. Charles E. Schumer (D-NY) had requested the analysis by the Federal Reserve Board. Latin
American nations have the largest share of debt among Third World regions, that is, $382 billion at
year-end 1985. Bradley has proposed a plan, introduced in July 1986, to pardon part of the debt for
some important debtor nations as a means of defusing the debt crisis. He proposes reduced interest
rates for three years and writing off three percent of the outstanding debt principal during each of
the three years, in exchange for domestic economic reforms by debtor nation governments.
Bradley offered his plan as an alternative to the so-called "Baker Plan" presented in October 1985
by Treasury Secretary James Baker. Among other things, the Baker Plan calls for the continuation
of loans by commercial banks, additional aid on the part of international financial institutions and
domestic reforms. Baker opposes the idea of debt pardon. According to the Board's analysis, three
years of concessions in the form of reduced principal and interest would result in a $16.2 billion
decline in interest payments on the $165 billion owed by public sector and bank borrowers in Latin
America's 10 largest debtor nations.
Meanwhile, the total principal owed by the 10 countries would decline by some $14.9 billion. The
private debt of these nations was excluded since this debt has traditionally been treated differently
in restructuring negotiations. Volcker said in his letter that the proposal for principal write-off is
largely inoccuous since current debt reschedulings do not call for principal payments in the short
term. Next, he said Bradley's plan did not mention a mechanism which could induce or oblige a
large number of commercial banks from diverse nations and their governments to agree to the
concessions. Moreover, the problem of discriminating between "deserving" and "less deserving"
borrowers in terms of efforts made to reform their economies was not clarified. Volcker said the
resolution of the international debt problem continues to depend on mutual interest, and a common
commitment by creditor and debtor banks, institutions and governments.
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